|. CREDIT SCORING ANALYSIS
This document and any attachments are superseded by Comptroller's
Handbook - Consumer Compliance - Fair Lending.
These procedures are designed to help you in drawing and supporting fair lending conclusions in

situations involving automated underwriting or credit scoring risk factors.

A. Structure and Organization of the Scoring System

Determine the utilization of credit scoring at the institution including:

1. For each customized credit scoring model or scorecard for any product, or for any credit
scoring model used in connection with a product held in portfolio, identify and obtain:

e The number and inter-relationship of each model or scorecard applied to a particular
product.

e The purposes for which each scorecard is employed (e.g., approval decision, set credit
limits, set pricing, determine processing requirements, etc.).

® The developer of each scorecard used (e.g., in-house department, affiliate, independent
vendor name) and describe the development population utilized.

e The types of monitoring reports generated (including front-end, back-end, account
management, and any disparate impact analyses), the frequency of generation, and recent
copies of each.

e All policies applicable to the use of credit scoring.

e Training materials and programs on credit scoring for employees, agents, and brokers
involved in any aspect of retail lending.

e Any action taken to revalidate or re-calibrate any model or scorecard used during the exam
period and the reason(s) why.

e The number of all high-side and low-side overrides for each type of override occurring
during the exam period and any guidance given to employees on their ability to override.

e All cutoffs used for each scorecard throughout the examination period and the reasons for
the cutoffs and any change made during the exam period.
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Appendix A: Fair Lending Section 1201

e All variables scored by each product’s scorecard(s) and the values that each variable may
take.

e The method used to select for disclosure those adverse action reasons arising from
application of the model or scorecard.

2. For each judgmental underwriting system that includes as an underwriting criterion a standard
credit bureau or secondary market credit score identify:

e The vendor of gach credit score and any vendor recommendation or guidance on the usage

standards for s underwriting system, and the reasons for any changes to the
same during i

given to employees on theé rt from credit score underwriting standards, and;

e Types of monitoring reports geflgrated on thdjudgmental system or its credit scoring
component (including front-end, e i
analysis), the frequency of generation

examples recited in the Commentary to Regulation B and dectd
Identify any consumer requests for reconsideration of credit sco
taken by management for consistency across applicant groups.

against that standard.
and review the action

is denied for
failure to attain a judgmental underwriting standard that would not be appli8 e applicant had
received a better credit score (thereby being considered in a different — presumably less stringent —
application processing group), ensure that the adverse action notice also discloses the bases on which
the applicant failed to attain the credit score required for consideration in the less stringent processing

group.

C. Disparate Treatment in the Application of Credit Scoring Programs

1. Determine what controls and policies management has implemented to ensure that the
institution’s credit scoring models or credit score criteria are not applied in a discriminatory
manner, in particular:
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e Examine institution guidance on using the credit scoring system, on handling overrides, and
on processing applicants and how well that guidance is understood and observed by the
targeted employees and monitored for compliance by management; and

e FExamine institution policies that permit overrides or that provide for different processing or
underwriting requirements based on geographic identifiers or borrower score ranges to
assure that they do not treat protected group applicants differently than other similarly
situated applicants.

Evaluate whether any of the bases for granting credit to control group applicants who are low-
side overrides atgfapplicable to any prohibited basis denials whose credit score was equal to or
greater than thielewestscore among the low-side overrides. If such cases are identified, obtain
and evaluaté'management’syreason for why such different treatment is not a fair lending
violation.

Evaluate whether anyof thebasesafer denying credit to any prohibited basis applicants who are
high side overrides are applicable to any control group approvals whose credit score was equal
to or less than the highest s¢ore amofig the prohibited basis high-side overrides. If such cases
are identified, obtain and evaluate/mand@ement’s reason for why such different treatment is not
a fair lending violation.

If credit scores are used to segment appligantsdfito groups that receive different processing or
are required to meet additional underwritingffequifements (e.g., “tiered risk underwriting”),
perform a comparative file review, or contirm ghe résults@nd adequacy of management’s
comparative file review, that evaluates whether all applicantsfwithin each group are treated
equally.

D. Disparate Impact and Credit Scoring Algorithms

Consult with agency supervisory staff to assess potential disparatedreatment issues relating to the credit
scoring algorithm.

E. Credit Scoring Systems that Include Age

Regulation B expressly requires the initial validation and periodic revalidation of a credit scoring system
that considers age. There are two ways a credit scoring system can consider age: 1) the system can be
split into different scorecards depending on the age of the applicant; and 2) age may be directly scored
as a variable. Both features may be present in some systems. Regulation B requires that all credit scoring
systems that consider age in either of these ways must be validated (in the language of the regulation,
empirically derived, demonstrably and statistically sound (EDDSS)).

1.

Age-Split Scorecards: If a system is split into only two cards and one card covers a wide age
range that encompasses elderly applicants (applicants 62 or older), the system is treated as
considering, but not scoring, age. Typically, the younger scorecard in an age-split system is used
for applicants under a specific age between 25 and 30. It de-emphasizes factors such as the
number of trade lines and the length of employment, and increases the negative weight of any
derogatory information on the credit report. Systems such as these do not raise the issue of
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assigning a negative factor or value to the age of an elderly applicant. However, if age is directly
scored as a variable (whether or not the system is age-split), or if elderly applicants are included
in a card with a narrow age range in an age-split system, the system is treated as scoring age.

2. Scorecards that Score Age: If a scorecard scores age directly, in addition to meeting the EDDSS
requirement, the creditor must ensure that the age of an elderly applicant is not assigned a
negative factor or value. (See the staff commentary about 12 CFR 202.2(p) and 202.6(b)(2)). A
negative factor or value means utilizing a factor, value, or weight that is less favorable than the

creditor’s experience warrants or is less favorable than the factor, value, or weight assigned to
the most favored age group below the age of 62 (12 CFR 202.2(v)).

F. Examination foriEmpirical Derivation and Statistical Soundness

Regulation B requires/eredit séosing systems that use age to be empirically derived anzd demonstrably

and statistically sound, Thi§'meansithat they must fulfill the requirements of 12 CFR § 202.2(p)(1)(1) -
(iv). Obtain documentation préxided by the developer of the system and consult your agency’s most

recent guidance for makingythat detérmifation.
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Il. EVALUATING RESPONSES TO EVIDENCE OF DISPARATE TREATMENT

A. Responses to Comparative Evidence of Disparate Treatment

The following are responses that an institution may offer — separately or in combination — to attempt to
explain that the appearance of illegal disparate treatment is misleading, and that no violation has in fact
occurred. The responses, if true, may rebut the appearance of disparate treatment. You must evaluate
the validity and credibility of the responses.

1. The institution personnel were unaware of the prohibited basis identity of the applicant(s).

If the institutigficlaim§yto have been unaware of the prohibited basis identity (race, etc.) of an
applicant orfeighbeshiiood, ask it to show that the application in question was processed in such a
way that the institition’séstafficould not have learned the prohibited basis identity of the applicant.

If the product is on€for which the institution maintains prohibited basis monitoring information,
assume that all employées could haveitaken those facts into account. Assume the same when there
was face-to-face contact betweenanylemployee and the consumer.

If there are other facts about the"application fiom which an ordinary person would have recognized
the applicant’s prohibited basis identity (for example, the surname is an easily recognizable Hispanic
one), assume that the institution’s staff drew thé'same conclusions. If the racial character of a
community is in question, ask the institutiond® prévide persuasive evidence why its staff would not
know the racial character of any community in4fs service area.

2. 'The difference in treatment was justified by differenées indthe applicants (applicants not
“similarly situated”).

Ask the institution to account for the difference in treatmentby pointifig out a specific difference
between the applicants’ qualifications, or some factor not capgiredin the application but that
legitimately makes one applicant more or less attractive to the Hstitution, 6r Seme nonprohibited
factor related to the processing of their applications. The difference idefitified By the institution
must be one that is important enough to justify the difference in treatfent in guestion, not a
meaningless difference.

The factors commonly cited to show that applicants are not similarly situated fall into two groups:
those that can be evaluated by how consistently they are handled in other transactions, and those
that cannot be evaluated in that way.

a. Veritying “not similarly situated” explanations by consistency

The appearance of disparate treatment remains if a factor cited by the institution to justify
favorable treatment for a control group applicant also exists for an otherwise similar prohibited
basis applicant who was treated unfavorably. Similarly, the appearance of disparate treatment
remains if a factor cited by the institution to justify unfavorable treatment for a prohibited basis
applicant also exists for a control group applicant that got favorable treatment. If this is not so,
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ask the institution to document that the factor cited in its explanation was used consistently for
control group and prohibited basis applicants.

Among the responses that should be evaluated this way are:

— Consumer relationship. Ask the institution to document that a consumer relationship
was also sometimes considered to the benefit of prohibited basis applicants and/or that
its absence worked against control group consumers.

— “Loan not saleable or insurable.” If file review is still in progress, be alert for loans
approvedddespite the claimed fatal problem. At a minimum, ask the institution to be
able tofproduceithe text of the secondary market or insurer’s requirement in question.

— Difference in standatds or procedures between branches or underwriters. Ask the
institutionitogprovide transactions documenting that each of the two branches or
underwritersiappliedits stamdards or procedures consistently to both prohibited basis
and control group applications it processed, and that each served similar proportions of
the prohibited basis(group:

— Difference in applying thesame standard (difference in “strictness”) between
underwriter, branches, eté. Ask the institution to provide transactions documenting
that the stricter employee, brafiehffetcgfwas strict for both prohibited basis and control
group applicants and that the othergvas lefrient for both, and that each served similar
proportions of the prohibited basis grgtip. The bést evidence of this would be
prohibited basis applicants who received fayosable #féatment from the lenient branch
and control group applicants who receivedless favorable treatment from the “strict”
branch.

— Standards or procedures changed during period reyviewed. Ask the institution to
provide transactions documenting that during each pétiod theéystandards were applied
consistently to both prohibited basis and control group applicants.

— Employee misunderstood standard or procedure. Ask theiastitution to provide
transactions documenting that the misunderstanding influenced both prohibited basis
and control group applications. If that is not available, find no violation if the
misunderstanding is a reasonable mistake.

b. Evaluating “not similarly situated” explanations by other means.

If consistency cannot be evaluated, consider an explanation favorably even without examples of its
consistent use if:

— the factor is documented to exist in (or be absent from) the transactions, as claimed by
the institution.

— the factor is one a prudent institution would consider and is consistent with the
institution’s policies and procedures.
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— file review found no evidence that the factor is applied selectively on a prohibited basis
(in other words, the institution’s explanation is “not inconsistent with available
information”).

— the institution’s description of the transaction is generally consistent and reasonable.

Some factors that may be impossible to compare for consistency are:

— Unusual underwriting standard. Ask the institution to show that the standard is
prudent. If the standard is prudent and not inconsistent with other information, accept
this explag@tion even though there is no documentation that it is used consistently.

— “Clgse calls.”/ The institution may claim that underwriters’ opposite decisions on
similar applicantsdeflects legitimate discretion that you should not second guess. That is
not an acgeptable explanation for identical applicants with different results, but is
acceptable when theapplicants have differing strengths and weaknesses that different
underwriters might reasonably weigh differently. However, do not accept the
explanation if other files'teveal that these “strengths” or “weaknesses” are counted or
ignored selectively oma prohibitedubasis.

— “Character loan.” Expectithe institation to identify a specific history or specific facts
that make the applicant treated favorabl§a better risk than those treated less favorably.

— “Accommodation loan.” There are ndany/legitimate reasons that may make a
transaction appealing to an institution‘apart frofn theyfamiliar qualifications demanded
by the secondary market and insurers. For efamplé; a consumer may be related to or
referred by an important consumer, be a politiéal or enteftainment figure who would
bring prestige to the institution, be an employc@of andimpoftant business consumer,
etc. It is not illegal discrimination to make a loan to"an otherwiséunqualified control
group applicant who has such attributes while denying'a loafijto an atherwise similar
prohibited basis applicant without them. However, be skeptical when'the institution
cites reasons for “accommodations” that an ordinary prudentfistitutiof would not
value.

— “Gut feeling.” Be skeptical when institutions justify an approval or denial by a general
perception or reaction to the consumer. Such a perception or reaction may be linked to
a racial or other stereotype that legally must not influence credit decisions. Ask whether
any specific event or fact generated the reaction. Often, the institution can cite
something specific that made him or her confident or uncomfortable about the
consumer. There is no discrimination if it is credible that the institution indeed
considered such a factor and did not apply it selectively on a prohibited basis.

c. Follow up consumer contacts

If the institution’s explanation of the handling of a particular transaction is based on consumer
traits, actions, or desires not evident from the file, consider obtaining agency anthorization to contact
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the consumer to verify the institution’s description. Such contacts need not be limited to
possible victims of discrimination, but can include control group applicants or other witnesses.

3. The different results stemmed from an inadvertent error.

If the institution claims an identified error such as miscalculation or misunderstanding caused the
favorable or unfavorable result in question, evaluate whether the facts support the assertion that
such an event occurred.

If the institution claims an “unidentified error” caused the favorable or unfavorable result in
question, expect théinstitution to provide evidence that discrimination is inconsistent with its
demonstrated gonducthand therefore that discrimination is the less logical interpretation of the
situation. Cefsidefythe context (as described below).

4. The apparent disparateftteatment on a prohibited basis is a misleading portion of a larger
pattern of random ificonsistencies,

Ask the institution to provide evidenge that the unfavorable treatment is not limited to the
prohibited basis group and that the favoszable treatment is not limited to the control group. Without
such examples, do not accept afinstifution’sunsupported claim that otherwise inexplicable
differences in treatment are distributed randomly.

If the institution can document that simtlarlygituatéd prohibited basis applicants received the
favorable treatment in question approximagely a§ fréequently and in comparable degree as the
control group applicants, conclude there is nefviolations

NOTE: Transactions are relevant to “randomincefisistency” only if they are “similarly
situated” to those apparently treated unequally.

5. Loan terms and conditions.

The same analyses described in the preceding sections with regatd to dedisionsito approve or deny
loans also apply to pricing differences. Risks and costs are legitimate gonsiderations in setting prices
and other terms and conditions of loan products. However, generalizédyreferéiice by the institution
to “cost factors” is insufficient to explain pricing differences.

If the institution claims that specific borrowers received different terms or conditions because of
cost or risk considerations, ask the institution to be able to identify specific risk or cost
differences between them.

If the institution claims that specific borrowers received different terms or conditions because they
were not similarly situated as negotiators, consider whether application records might provide
relevant evidence. If the records are not helpful, consider seeking authorization to contact
consumers to learn whether the institution in fact behaved comparably toward prohibited basis and
control group consumers. The contacts would be to learn such information as the institution’s
opening quote of terms to the consumer and the progress of the negotiations.
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If the institution responds that an average price difference between the control and prohibited basis
groups is based on cost or risk factors, ask it to identify specific risk or cost differences between
individual control group applicants with the lowest rates and prohibited basis group applicants with
the highest that are significant enough to justify the pricing differences between them. If the
distinguishing factors cited by the institution are legitimate and verifiable as described in the
sections above, remove those applications from the average price calculation. If the average prices
for the remaining control group and prohibited basis group members still differ more than
minimally, consult with agency supervisory staff about further analysis. Findings or violations based
on disparate treatment or disparate impact regarding cost or risk factors should be discussed with
agency supervisory,staff.

B. Responsesto Overt Evidence of Disparate Treatment

1. Descriptive referenices vsflending considerations

A reference to raceggendctyetc., does not constitute a violation if it is merely descriptive — for
example, “the applicanwas young."iln contrast, when the reference reveals that the prohibited
factor influenced the institution’s\decisions and/or consumer behavior, treat the situation as an
apparent violation to which 'the institutiogsmust respond.

2. Personal opinions vs. lending considerations

If an employee involved with credit avatlabiligfstatés unfavorable views regarding a racial group,
gender, etc., but does not explicitly relate those yiews to credit decisions, review that employee’s
credit decisions for possible disparate treatmefit of the pfohibited basis group described
unfavorably. If there are no instances of apparent disparateftréatment, treat the employee’s views as
permissible private opinions. Inform the institutiof'thagfsuch views create a risk of future
violations.

3. Stereotypes related to credit decisions

There is an apparent violation when a prohibited factor influenceg,a credit dectsion through a
stereotype related to creditworthiness, even if the action based on thefstereotype seems well-
intended — for example, a loan denial because “a single woman could fiet maifitain a large house.” If
the stereotyped beliefs are offered as “explanations” for unfavorable treatment, regard such
unfavorable treatment as apparent illegal disparate treatment. If the stereotype is only a general
observation unrelated to particular transactions, review that employee’s credit decisions for possible
disparate treatment of the prohibited basis group in question. Inform the institution that such views
create a risk of future violations.

4. Indirect reference to a prohibited factor

If negative views related to creditworthiness are described in nonprohibited terms, consider
whether the terms would commonly be understood as surrogates for prohibited terms. If so, treat
the situation as if explicit prohibited basis terms were used. For example, an institution’s statement
that “It’s too risky to lend north of 110th Street” might be reasonably interpreted as a refusal to
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lend because of race if that portion of the institution’s lending area north of 110th Street were
predominantly black and the area south white.

5. Lawful use of a prohibited factor

a.

Special Purpose Credit Program (SPCP)

If an institution claims that its use of a prohibited factor is lawful because it is operating an
SPCP, ask the institution to document that its program conforms to the requirements of
Regulation B. An SPCP must be defined in a written plan that existed before the institution
made any deciéions on loan applications under the program. The written plan must:

— Dendonstrate that the program will benefit persons who would otherwise be denied
credit or recetve gredit on less favorable terms.

— State the timi¢ period the program will be in effect or when it will be re-evaluated.

No provision of an SPGP sheuldideprive people who are not part of the target group of rights
or opportunities they otherwiseé wouldshave. Qualified programs operating on an otherwise-
prohibited basis will not be“€ttedas a violation.

NOTE: Adpvise the institution that an agenaéy finding that a program is a lawful SPCP is not
absolute security against legal challenge b§'private parties. Suggest that an institution concerned
about legal challenge from other quartérs usé€ exelusions or limitations that are not prohibited

by ECOA or the FHAct, such as “first-tific home Buyes”
Second review program

Such programs are permissible if they do no more thangehsute'thatiiending standards are
applied fairly and uniformly to all applicants. For example dtispermissible to review the
proposed denial of applicants who are members of a probibited basis groupby comparing their
applications to the approved applications of similarly qualifiedyndiyiduals who are i #he control
group to determine if the applications were evaluated consistentlys

Ask the institution to demonstrate that the program is a safety net that merely attempts to
prevent discrimination, and does not involve underwriting terms or practices that are
preferential on a prohibited basis.

Statements indicating that the mission of the program is to apply different standards or efforts
on behalf of a particular racial or other group constitute overt evidence of disparate treatment.
Similarly, there is an apparent violation if comparative analysis of applicants who are processed
through the second review and those who are not discloses dual standards related to the
prohibited basis.
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c. Affirmative marketing/advertising program:

Affirmative advertising and marketing efforts that do not involve application of different
lending standards are permissible under both the ECOA and the FHAct. For example, special
outreach to a minority community would be permissible.

Q
//I/O
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Prohibited Basis Denials

Fair Lending Sample Size Tables

Sample 1

Table A

Underwriting (Accept/Deny) Comparisons

Sample 2

Control Group Approvals

Number of
Denials or 5-60 |A51=3150 | =>150 20 - 50 51 - 250 > 250
Approvals
Minimumto | ) 51 75 20 51 100
review:
Maximum to 5x prohibited | 5x prohibited | 5x prohibited
review: 50 100 150 basis sample | basis sample | basis sample
' (up to 50) (up to 125) (up to 300)
Table'B
Terms and ConditionstComparisons
Sample 1 Sample 2
Prohibited Basis Approvals Controt Graup, Approvals
Number of | 5 55 | 56-100 | > 100 20 -50 51— 250 > 250
Approvals
Minimumto |, 26 50 20 40 60
review:
Maximum to 5x prohibited | 5x prohibited | 5x prohibited
review: 25 50 75 basis sample | basis sample | basis sample
' (up to 50) (up to 75) (up to 100)
See Explanatory Notes on following page.
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Explanatory Notes to Sample Size Tables

1

Examiners should not follow Table B when conducting a pricing review that involves a regression
analysis. Consult with agency supervisory staff for specific protocol in these cases.

When performing both underwriting and terms and conditions comparisons, use the same control
group approval sample for both tasks.

If there are fewer than five prohibited basis denials or 20 control group approvals, refer to “Sample
Size” instructionsfinighe procedures.

“Minimum’’dnd $maxithum” sample sizes: select a sample size between the minimum and
maximum numbets identifiéd above. Examiners should base the size of their review on the level of
risk identified dufing thie preplanning and scoping procedures. Once the sample size has been
determined, select igdividual transactions judgmentally. Refer to procedures.

If two prohibited basis‘gtoups (€., black and Hispanic) are being compared against one control
group, select a control group thatiis five times greater than the larger prohibited basis group sample,
up to the maximum.

Where the institution’s discriminatign risk profile identifies significant discrepancies in
withdrawal/incomplete activity between controldnd prohibited basis groups, or where the number
of marginal prohibited basis group files available fof sampling is small, you may consider
supplementing samples by applying the following rules:

e If prohibited basis group withdrawals/incompletesioccufafter the applicant has received an
offer of credit that includes pricing terms, thisiisa reportinglerror under Regulation C (the
institution should have reported the application aglapproved but not accepted) and
therefore these applications should be included as ptehibifed basigyeroup approvals in a
terms and conditions comparative file analysis.

e If prohibited basis group incompletes occur due to lack of amapplicafit response with
respect to an item that would give rise to a denial reason, then ingltde them as denials for
that reason when conducting an underwriting comparative file analysis.
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I1l. IDENTIFYING MARGINAL TRANSACTIONS

These procedures are intended to assist an examiner in identifying denied and approved applications
that were not either clearly qualified or unqualified, i.e., marginal transactions.

A. Marginal Denials

Denied applications with any or all the following characteristics are “marginal.” Such denials are
compared to marginal approved applications. Marginal denied applications include those that:

e Were close togatisfyingthe requirement that the adverse action notice said was the reason for
denial.

e Were denied by the igstitation’s’rigid interpretation of inconsequential processing requirements.

e Were denied quickly foria reasomithat hormally would take a longer time for an underwriter to
evaluate.

e Involved an unfavorable subjective gvaluation of facts that another person might reasonably have
interpreted more favorably (for examiple, whethesflate payments actually showed a “pattern,” or
whether an explanation for a break in“émploymient yfas “credible”).

e Resulted from the institution’s failure to take géasonableteps to obtain necessary information.

e Received unfavorable treatment as the result of a depargire from customary practices or stated
policies. For example, if it is the institution’s stated pélicy to reguest.an explanation of derogatory
credit information, a failure to do so for a prohibited basis applicadt would be a departure from
customary practices or stated policies even if the derogatory inférmation®eems to be egregious.

e Were similar to an approved control group applicant who received unus@ial consideration or service,
but were not provided such consideration or service.

e Received unfavorable treatment (for example, were denied or given various conditions or more
processing obstacles), but appeared fully to meet the institution’s stated requirements for favorable
treatment (for example, approval on the terms sought).

e Received unfavorable treatment related to a policy or practice that was vague, and/or the file lacked
documentation on the applicant’s qualifications related to the reason for denial or other factor.

e Met common secondary market or industry standards even though failing to meet the institution’s
more rigid standards.

e Had a strength that a prudent institution might believe outweighed the weaknesses cited as the basis
for denial.
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B.

Had a history of previously meeting a monthly housing obligation equivalent to or higher than the
proposed debt.

Were denied for an apparently “serious” deficiency that might easily have been overcome. For
example, an applicant’s total debt ratio of 50 percent might appear grossly to exceed the institutions
guideline of 36 percent, but this may in fact be easily corrected if the application lists assets to pay
off sufficient nonhousing debts to reduce the ratio to the guideline, or if the institution were to
count excluded part-time earnings described in the application.

Marginal Approvals

Approved applications with any or all of the following characteristics as “marginal.” Such approvals are
compared to mafginal denied approved applications. Marginal approvals include those:

Whose qualificatigns satisfied the institution’s stated standard, but very narrowly.
That bypassed stated pfecessing requirements (such as verifications or deadlines).
For which stated creditworthiness'fequiféfents were relaxed or waived.

That, if the institution’s own standatds are not clear, fell short of common secondary market or
industry lending standards.

That a prudent conservative institution might ave denicds

Whose qualifications were raised to a qualifying leyel by dssistafice, proposals, counteroffers,
favorable characterizations or questionable qualificatights, etc.

That in any way received unusual service or consideration that fdeilitatedigbtaining the credit.
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IVV. POTENTIAL SCOPING INFORMATION

As part of the scoping process described in Part I of the procedures, you will need to gather documents
and information to sufficiently identify their focal points for review. Below is a list of suggested
information that you may wish to gather internally, as well as from the institution itself.

A.

1.

Internal Agency Documents and Records

Previous examination reports and related work papers for the most recent Comprehensive and
CRA ExaminatiQs:

Complaint Iffformagion:

Demographic data fogthe institution’s community.

Comment: You sheuld obtain the most recent agency demographic data for information on the
characteristics of thetnsfitution’s assessment/market areas.

Information from the Iastitution

Comment: Prior to beginning alecompliance gkamination, you should request the
institution to provide the informatiéfi*outlifted s&low. This request should be made far
enough in advance of the on-site phase®f thé’'examination to facilitate compliance by
the institution. In some institutions, you i@y not bedble to review this information until
the on-site examination. You should generally teg@icst @nly those items that correspond
to the product(s) and time period(s) being examinedd

Institution’s Compliance Program. (For examination§ythagfwilldfichade analysis of the
institution’s compliance program.)

Organization charts identifying those individuals who have lénding tésponsibilities or
compliance, HMDA, or CRA responsibilities, together with job déscriptions for each position.

Lists of any pending litigation or administrative proceedings concerntfig fair lending matters.

Results of self-evaluations or self-tests (where the institution chooses to share the self-test
results), and copies of audit or compliance reviews of the institution’s program for compliance
with fair lending laws and regulations, including both internal and independent audits.

NOTE: The request should advise the institution that it is not required to disclose the report
ot results of any self-tests protected under amendments to ECOA and the FHAct programs.

Complaint file.

Any written or printed statements describing the institution’s fair lending policies and/or
procedures.
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f. Training materials related to fair lending issues including records of attendance.
g. Records detailing policy exceptions or overrides, exception reporting and monitoring processes.
2. Lending Policies / Loan Volume

a. Internal underwriting guidelines and lending policies for all consumer and commercial loan
products.

Comment: If guidelines or policies differ by branch or other geographic location, request
copies of ggh variation.

b. A descriptionief any credit scoring system(s) in use now or during the exam period.

Comment: Inqguite as 't whether a vendor or in-house system is used; the date of the last
verification;ghe ftagtors relied on to construct any in-house system; and, if applicable, any
judgmental criteria used@n conjunction with the scoring system.

c. Pricing policies for eachiloan product, and for both direct and indirect loans.

Comment: The institution should be specifically asked whether its pricing policies for any
loan products include the use of “overagés”. The request should also ask whether the
institution offers any “subprimié?load products or otherwise uses any form of risk-based
pricing. A similar inquiry should hé'madéregarding the use of any cost-based pricing. If
any of these three forms are or have béen in usedince the last exam, the institution should
provide pricing policy and practice details fog@achdffected product, including the
institution’s criteria for differentiating between each riskior cost level and any policies
regarding overages. Regarding indirect lendifig, the institution should be asked to provide
any forms of agreement (including compensation) with,bebketsf/dealers, together with a
description of the roles that both the institution and thefdealer/btoker play in each stage
of the lending process.

d. A description of each form of compensation plan for all lending gersonnel and managers.
e. Advertising copy for all loan products.
f. The most recent HMDA / LAR, including unreported data if available.

Comment: The integrity of the institution’s HMDA / LAR data should be verified
prior to the preexamination analysis.

g. Any existing loan registers for each non-HMDA loan product.

Comment: Loan registers for the three-month period preceding the date of the
examination, together with any available lists of declined loan applicants for the same period
should be requested. Registers / lists should contain, to the extent available, the complete
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name and address of loan applicants and applicable loan terms, including loan amount,
interest rate, fees, repayment schedule, and collateral codes.

h. A description of any application or loan-level databases maintained, including a description of
all data fields within the database or that can be linked at the loan level.

1. Forms used in the application and credit evaluation process for each loan product.

Comment: At a minimum, this request should include all types of credit applications, forms
requesting financial information, underwriter worksheets, any form used for the collection
of monitofifig information, and any quality control or second review forms or worksheets.

j. Lists of sefviceiproviders.

Comment: Sesfice proyiders may include: brokers, realtors, real estate developers,
appraisers, ufiderwtiters, home improvement contractors, and private mortgage insurance
companies. Request the full'ilame and address and geographic area served by each provider.
Also request dociméntation of any fair lending requirements imposed on, or commitments
required of, any of the institution’s,service providers.

k. Addresses of any internet site(s).

Comment: Internet home pages'or simitlar sités may provide information concerning the
availability of credit, or means for gbtaindfig/it. All such information must comply with the
nondiscrimination requirements of thé¢fair lendifig laws. In view of the increasing capability
to conduct transactions on the internet, it i§ eftrema€lylimportant for examiners to review
Internet sites to ensure that all of the informatigft or progedures set forth therein are in
compliance with any applicable provisions ofthe fair leadingstatutes and regulations.

3. Community Information
a. Demographic information prepared or used by the institutiofi

b. Any fair lending complaints received and institution responses thétgto.
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V. SPECIAL ANALYSES

These procedures are intended to assist examiners who encounter disproportionate adverse impact
violations, discriminatory preapplication screening and possible discriminatory marketing.

A. Disproportionate Adverse Impact Violations

When all five conditions below exist, consult within your regional office to determine whether to
present the situation to the institution and solicit a response. Note that condition five can be satisfied
by either of two alternatives.

The contacts betweén yowand institutions described in this section are information-gathering contacts
within the context’ofighe examination and are not intended to serve as the formal notices and
opportunities for response thatyour agency’s enforcement process might provide. Also, the five
conditions are not intended'as authoritative statements of the legal elements of a disproportionate
adverse impact proof offdiscrifmination; they are paraphrases intended to give you practical guidance on
situations that call for mote scrutinyandyon what additional information is relevant.

NOTE: Even if it appears likely that a policy or criterion causes a disproportionate adverse
impact on a prohibited basisg(eondition three), consult agency supervisory staff if the policy or
criterion is obviously related to predicting creditworthiness and is used in a way that is
commensurate with its relationship to credig@orthiness or is obviously related to some other
basic aspect of prudent lending, and"therefappedts to be no equally effective alternative for it.
Examples are reliance on credit reportsfor usé of debt-to-income ratio in a way that appears
consistent with industry standards and wigh a pfudedt evaluation of credit risk.

Conditions

1. A specific policy or criterion is involved.

The policy or criterion suspected of producing a disproportiofiate adyerse impact on a prohibited
basis should be clear enough that the nature of action to correctighe situation‘ean be determined.

NOTE: Gross HMDA denial or approval rate disparities are not apptopriate for disproportionate
adverse impact analysis because they typically cannot be attributed to a spegific policy or criterion.

2. The policy or criterion on its stated terms is neutral for prohibited bases.

3. The policy or criterion falls disproportionately on applicants or borrowers in a prohibited basis
group.

The difference between the rate at which prohibited basis group members are harmed or excluded
by the policy or criterion and the rate for control group members must be large enough that it is
unlikely that it could have occurred by chance. If there is reason to suspect a significant
disproportionate adverse impact may exist, consult with agency supervisory staff, as appropriate.

4. 'There is a causal relationship between the policy or criterion and the adverse result.
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The link between the policy or criterion and the harmful or exclusionary effect must not be
speculative. It must be clear that changing or terminating the policy or criterion would reduce the
disproportion in the adverse result.

5. Either a or b

a. 'The policy or criterion has no clear rationale, appears to exist merely for convenience or to
avoid a minimal expense, or is far removed from common sense or standard industry
underwriting considerations or lending practices.

The legal doctfifac of disproportionate adverse impact provides that the policy or criterion that
causes the spact must be justified by “business necessity” if the institution is to avoid a
violatiogd Thete isvery little authoritative legal interpretation of that term with regard to
lending, but that shouldot stop you from making the preliminary inquities called for in these
procedures. Hor example, the rationale is generally not clear for basing credit decisions on
factors such as lgcationlef residence, income level (per se rather than relative to debt), and
accounts with a finance company)lf prohibited basis group applicants were denied loans more
frequently than control gfouprapplicants because they failed an institution’s minimum income
requirement, it would appear that thesfisst four conditions plus 5a existed; therefore, you should
consult within your agency abouf obtaining the institution’s response, as described in the next
section below.

b. Alternatively, even if there is a sound justificatién for the policy, it appears that there may be an
equally effective alternative for accomplishidg the same objective with a smaller
disproportionate adverse impact.

The law does not require an institution to abandonga policy Pr criterion that is cleatly the most
effective method of accomplishing a legitimate business objective, However, if an alternative
that is approximately equally effective is available that&#ould ausc@less-severe impact, the
policy or criterion in question will be a violation.

At any stage of the analysis of possible disproportionate advesse impact, it there appears to be
such an alternative, and the first four conditions exist, consult within your agency how to
evaluate whether the alternative would be equally effective and would,ca@ise a less-severe
impact. If the conclusion is that it would, solicit a response from the institution, as described in
the next section.

Obtaining the institution’s response

If the first four conditions plus either 5a or 5b appear to exist, consult with agency supervisory staff
about whether and how to inform the institution of the situation and solicit the institution’s business
justification. The communication with the institution may include the following:

e The specific neutral policy or criterion that appears to cause a disproportionate adverse impact.

e How you learned about the policy.
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e How widely you understand it to be implemented.
e How strictly they understand it to be applied.

e The prohibited basis on which the impact occurs.
e The magnitude of the impact.

e The nature of the injury to individuals.

e The data frof which the impact was computed.

The communication shéuld request that the institution provide any information supporting the
business justification for thefpoliey and request any alternatives it considered before adopting the policy
or criterion at issue.

Evaluating and following up on the response

The analyses of “business necessity” and “lesssdiscriminatory alternative” tend to converge because of
the close relationship of the questiofis offwhat putpose the policy or criterion serves and whether it is
the most effective means to accomplish that purpose.

Evaluate whether the institution’s response persu@sivel§icontradicts the existence of the significant
disparity or establishes a business justification €Constilt svith agency supervisory staff as appropriate.

B. Discriminatory Preapplication Screening
Obtain an explanation for any:

e Withdrawals by applicants in prohibited basis groups without décumentation of consumer
intent to withdraw.

e Denials of applicants in prohibited basis groups without any documefitation of/applicant
qualifications; or

e On a prohibited basis, selectively quoting wnfavorable terms (for example, high fees or down
payment requirements) to prospective applicants, or quoting #nfavorable terms to all prospective
applicants but waiving such terms for control group applicants. (Evidence of this might be
found in withdrawn or incomplete files.)

e Delays between application and action dates on a prohibited basis.

If the institution cannot explain the situations, you should consider obtaining authorization from their
agency to contact the consumers to verify the institution’s description of the transactions. Information
from the consumer may help determine whether a violation occurred.
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In some instances, such as possible “prescreening” of applicants by institution personnel, the results of
the procedures discussed so far, including interviews with consumers, may be inconclusive in
determining whether a violation has occurred. In those cases, you should, if authorized by your agency,
consult with agency supervisory staff regarding the possible use of “testers” who would pose as
apparently similarly situated applicants, differing only as to race or other applicable prohibited basis
characteristic, to determine and compare how the institution treats them in the application process.

C. Possible Discriminatory Marketing

1.

Obtain full documentation of the nature and extent, together with management’s explanation,
of any:

Prohibitéd basis limitations stated in advertisements.
Words in advertisefnents that convey prohibited limitations.

Advertising patterni,or pradtices‘that a reasonable person would believe indicate prohibited
basis consumers are lessfdesitableor are only eligible for certain products.

Obtain full documentation as té"he Aature afid extent, together with management’s
explanation, for any situation in whi€h the institution, despite the availability of other options in
the market:

Advertises only in media serving eitheffmindfity or nonminority areas of the market.

Markets through brokers or other agents that théinstfutiomknows, or could reasonably be
expected to know, to serve only one racial or ethni€'group ifi the market.

Utilizes mailing or other distribution lists or other marketinggechniques for prescreened or
other offerings of residential loan products* that:

— Explicitly exclude groups of prospective borrowers on a pfohibited basis;

— Exclude geographies (e.g., census tracts, ZIP codes, etc.) within thefinstitution’s
marketing area that have demonstrably higher percentages of minority group residents
than does the remainder of the marketing area, but which have income and other credit-
related characteristics similar to the geographies that were targeted for marketing; or

— Offer different products to such geographies, especially if subprime products are
primarily marketed to racial or ethnic minorities.

Note: Pre-screened solicitation of potential applicants on a prohibited basis does not violate
ECOA. Such solicitations are, however, covered by the FHAct. Consequently, analysis of this
form of potential marketing discrimination should be limited to residential loan products.
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3. Evaluate management’s response particularly with regard to the credibility of any
nondiscriminatory reasons offered as explanations for any of the foregoing practices. Refer to
the Evaluating Responses to Evidence of Disparate Treatment section in this Appendix for
guidance.

VI. USING SELF-TESTS AND SELF-EXAMINATIONS TO STREAMLINE
THE EXAMINATION

Institutions may find igadvantageous to conduct self-tests or self-evaluations to measure or monitor
their compliance with EGOA and Regulation B. A self-test is any program, practice, or study that is
designed and speéifically used to assess the institution’s compliance with fair lending laws that creates
data not available or derifved f#®m loan, application, or other records related to credit transactions (12
CFR 202.15(b)(1) and 24 GEFR 1005140-100.148). For example, using testers to determine whether there
is disparate treatment ingthe pteapplication stage of credit shopping may constitute a self-test. The
information set forth in 12,CFR"202015(b) (2) and 24 CFR 100.142(a) is privileged unless an institution
voluntarily discloses the report o results Or otherwise forfeits the privilege. A self-evaluation, while
generally having the same purpage as @yself-test, does not create any new data or factual information,
but uses data readily available in [oan@r application files and other records used in credit transactions
and, therefore, does not meet the self-tést definition.

You should not request any information privalegedundés 12 CFR 202.15(b)(2) and 24 CFR 100.142(a),
related to self-tests. If the institution discloses ghe results of any self-tests, or has performed any self-
evaluations, and you can confirm the reliability and apptoptiéteness of the self-tests or -evaluations (or
even parts of them), they need not repeat those tasks.

NOTE: When the term self-evaluation is used below, it i§ meant to include self-tests where the
institution has voluntarily disclosed the report or results.

If the institution has performed a self-evaluation of any of the préduct(siiselectéd for examination,
obtain a copy thereof and proceed through the remaining steps of this sectigft. Détermine whether the
research and analysis of the planned examination would duplicate the insgitution’s @wn efforts. If the
answers to Questions 1 and 2 below are both Yes, each successive Yes answer tofQuestions 3 through
12 indicates that the institution’s work can serve as a basis for eliminating examination steps.

If the answer to either Question 1 or 2 is No, the self-evaluation cannot serve as a basis for eliminating
examination steps. However, you should still consider the self-evaluation to the degree possible in light
of the remaining questions and communicate the findings to the institution so that it can improve its
self-evaluation process.

1. Did the transactions covered by the self-evaluation occur within two years of the examination?
If the self-evaluation covered more than two years prior to the examination incorporate only results from
transactions in the most recent two years.

2. Did it cover the same product, prohibited basis, decision center, and stage of the lending
process (for example, underwriting, setting of loan terms) as the planned examination?
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10.

11.

12.

Did the self-evaluation include comparative file review?

NOTE: One type of “comparative file review” is statistical modeling to determine whether similar
control group and prohibited basis group applicants were treated similarly. If an institution offers
self-evaluation results based on a statistical model, consult appropriately within your agency.

Were control and prohibited basis groups defined accurately and consistently with ECOA
and/or the FHAct?

Were the transactions selected for the self-evaluation chosen to focus on marginal applicants or,
in the alternative, gelected randomly?

Were the dat@ analyzed (whether abstracted from files or obtained from electronic databases)
accurate? Were those datafagtually relied on by the credit decision makers at the time of the
decisions?

To answer these two questions 4nd Question 7 for the institution’s control group sample and each
of its prohibited basis groupfsamples,fequest to review ten percent (but not more than 50 for each
group) of the transactions coyered by thesself-evaluation. For example, if the institution’s self-
evaluation reviewed 250 controlgroup and 7§,prohibited basis transactions, plan to verify the data
for 25 control group and seven prohibited basis transactions.

Did the ten percent sample reviewed for Questiond also show that consumer assistance and
institution judgment that assisted or enableéd applicants to,qualify were recorded systematically
and accurately and were compared for differefices on aay prohibited bases?

Were prohibited basis group applicants’ qualifications telated tojthe underwriting factor in
question compared to corresponding qualifications ofigontrol gtoupgapprovals? Specifically, for
self-evaluations of approve/deny decisions, wete the deniedd@ppliéantsiqualifications related to
the stated reason for denial compared to the corresponding qudlifieations’for approved
applicants?

Did the self-evaluation sample cover at least as many transactions atghe initial stage of review as
you would initially have reviewed using the sampling guidance in these¢procedures?

If the institution’s samples are significantly smaller than those in the sampling guidance but its
methodology otherwise is sound, review additional transactions until the numbers of reviewed
control group and prohibited basis group transactions equal the minimums for the initial stage of
review in the sampling guidance.

Did the self-evaluation identify instances in which prohibited basis group applicants were
treated less favorably than control group applicants who were no better qualified?

Were explanations solicited for such instances from the persons responsible for the decisions?

Were the reasons cited by credit decision makers to justify or explain instances of apparent
disparate treatment supported by legitimate, persuasive facts or reasoning?
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If the questions above are answered Yes, incorporate the findings of the self-evaluation (whether
supporting compliance or violations) into the examination findings. Indicate that those findings are
based on verified data from the institution’s self-evaluation. In addition, consult appropriately within
your agency regarding whether or not to conduct corroborative file analyses in addition to those
performed by the institution.

If not all of the questions in the section above are answered Yes, resume the examination procedures at
the point where the institution’s reliable work would not be duplicated. In other words, use the reliable
portion of the self-evaluation and correspondingly reduce your independent comparative file review.
For example, if the institution conducted a comparative file review that compared applicants’

.. ing account of the reasons they were denied, you could use the qualification
€ L1

data abstracted b

. tion (if accurate), but would have to construct independent comparisons
structured aroufid the

s for denial.
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